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PART  I 


SECTION  I  -  THE  RATIONALE  OF  TAXATION 

♦ 

The  post-war  period  has  witnessed  a  steady  secular  growth 
in  expenditures  by  all  levels  of  Canadian  government.  This  does  not, 
however,  necessarily  indicate  a  desire  by  politicians  to  expand  the 
size  and  scope  of  government  activity  in  order  to  increase  the  eco¬ 
nomic  and  political  power  of  government.  Rather,  it  reflects  an 
awareness  by  society  that  there  are  situations  in  which  the  free- 
market  system  is  not,  or  cannot,  be  the  most  efficient  method  of 
producing  and  distributing  goods  and  services.  It  is  for  this  reason 
that  government  economic  activity  is  necessary. 

Private  Wants:  The  'Exclusion  Principle* 

The  free-market  mechanism  secures  an  optimal  allocation  of 
resources,  provided  that  certain  specific  conditions  are  satisfied. 
These  conditions  are  satisfied  fairly  closely  over  wide  areas  of  eco¬ 
nomic  activity,  so  that  the  bulk  of  the  allocating  function  can  be 
left  to  the  forces  of  the  free-market.  On  the  otherhand,  circum¬ 
stances  arise  where  one  or  more  of  the  conditions  necessary  to  secure 
an  optimal  allocation  are  violated.  When  this  occurs,  the  forces  of 
the  free-market  cannot  secure  optimal  results.  Hence  the  necessity 
for  allocating  resources  by  government  decision. 

In  the  first  section  of  this  lesson,  we  are  going  to  examine 
how  the  violation  of  one  of  the  optimality  conditions  necessitates 
government  intervention  in  the  market,  and  from  this  provide  an  apol¬ 
ogy  for  taxation.  The  condition  which  we  are  going  to  study  is  the 


The  allocation  of  goods  is  said  to  be  optimal  when  they  are  allocated 
in  such  a  way  that  it  is  impossible  to  redistribute  the  goods  so  that 
one  consumer  can  be  made  better-off  without  making  another  consumer 
worse  off. 
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one  which  specifies  that  optimality  can  only  be  achieved  if  the  goods 
to  be  allocated  are  private  goods,  that  is,  goods  whose  benefits  are 
subject  to  the  'exclusion  principle'. 

The  exclusion  principle,  an  operational  concept,  applies  to 
transactions  where  the  nature  of  the  benefits  provided  by  a  particular 
good  or  service  are  such  that  the  consumer  is  excluded  from  enjoying 
the  benefits  of  that  good,  unless  he  is  both  willing  and  able  to  pay 
the  price  stipulated  by  the  owner.  As  an  example,  let  us  examine  an 
everyday  transaction  such  as  the  purchase  of  a  cup  of  coffee. 

Under  normal  circumstances,  unless  the  consumer  is  willing 
to  pay  IOC  or  15C  demanded  by  the  seller,  he  is  automatically  ex¬ 
cluded  from  enjoying  the  benefits  of  that  cup  of  coffee.  This  is 
the  exclusion  principle  at  work,  and  as  you  may  have  noted  is  more  or 
less  a  reiteration  of  a  principle  propounded  by  several  familiar  (and 
erroneous),  phrases  to  the  effect  that  ’what  you  don't  pay  for  you 
can't  have'.  In  the  language  of  economics  this  becomes;  'an  indiv¬ 
idual's  satisfaction  is  dependent  on  his  own  contribution'. 

Social  Wants 

Typically  the  majority  of  consumer  transactions  are  subject 
to  the  exclusion  principle.  There  is,  however ,  a  group  of  goods  and 
services  which,  due  to  the  nature  of  the  benefits  they  provide,  cannot 
be  allocated  through  the  market  mechanism,  in  that  their  benefits  are 
not  subject  to  the  exclusion  principle.  To  these  goods  economists 
have  given  the  name  social  goods,  that  is,  goods  which  satisfy  social 
wants . 

In  order  for  a  good  to  qualify  as  a  social  good  the  benefits 
must  satisfy  two  necessary  conditions.  First,  the  benefits  must 
accrue  in  such  a  way  that  they  satisfy  the  principles  of  joint  con¬ 
sumption.  Second,  the  benefits  must  not  be  subject  to  the  exclusion 
principle.  Of  the  two,  the  second  condition  is  the  one  we  are  inter¬ 
ested  in,  insofar  as  we  are  concerned  wi th  providing  an  apology  for 
taxation.  However ,  as  the  first  condition  is  a  necessary  condition, 
and  an  aid  to  understanding  the  nature  of  social  goods,  we  will  examine 
both . 
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Joint  consumption  arises  'where  the  benefits  of  consumption 
accrue  in  such  a  way  that  the  benefits  enjoyed  by  an  individual  are 
independent  of  other  consumer's  consumption.  For  example,  consider 
the  case  of  a  consumer  who  visits  the  cinema.  Once  inside  the 
cinema  the  satis f action  the  individual  receives  from  watching  the 
film  cannot  be  diminished  by  other  consumer’s  enjoyment  of  the  film. 

In  other  words  by  rwatching  the  film  the  consumer  cannot  ‘use  up'  any 
part  of  the  film  and  reduce  the  satisfaction  of  another  consumer. 

This  is  not  the  case  with  a  cup  of  coffee  where  the  act  of  consumption 
automatically  excludes  any  other  consumers  from  enjoying  the  benefits 
of  the  coffee.  Nevertheless  joint  consumption  is  not  enough  to  qualify 
the  film  as  a  social  good.  A  film  is  still  a  private  good,  one  reason 
being  that  an  admission  price  can  be  charged, and  those  who  do  not  meet 
it  can  be  excluded. 

To  qualify  as  a  social  good  joint  consumption  is  not  a 
sufficient  condition.  In  addition  to  joint  consumption  the  benefits 
must  not  be  subject  to  the  exclusion  principle.  Consider,  for  example, 
a  social  good  such  as  National  Defence.  Clearly  the  benefits  are 
jointly  consumed,  in  that  an  individual's  enjoyment  of  the  benefits 
does  not  reduce  the  benefits  of  other  consumers.  However,  in  the  case 
of  National  Defence^  the  consumer  is  able  to  enjoy  the  benefits  of 
the  good  whether  or  not  he  pays  for  them.  Thus  if  the  Canadian  gov¬ 
ernment  spends  $500  million  on  defence  every  Canadian  enjoys  $500 
millions  worth  of  defence,  irrespective  of  whether  or  not  he  contibutes . 

Since  the  individual  knows  that  he  cannot  be  excluded  from 
an  equal  enjoyment  of  the  benefits  if  he  does  not  pav ,  that  is,  the 
benefits  are  independent  of  his  own  contribution,  then  they  cannot 
be  relied  on  to  engaqe  in  voluntary  payment.  Under  these  circumstances 
the  market  mechanism  does  not  function.  Hence  the  government  must 
step  in,  and  compulsorarily  allocate  goods  through  taxation. 


From  a  group  which  includes  flood  control,  police  protection,  and 
the  administration  of  justice. 
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Merit  Wants 

As  you  may  have  noted,  the  preceding  list  of  social  wants 
is  not  a  comprehensive  list  of  the  whole  ranqe  of  goods  and  services 
provided  by  the  government.  Closer  investigation  would  in  fact,  reveal 
that  the  government  spends  the  bulk  of  its  revenues  on  goods  and  ser¬ 
vices  that  are,  strictly  speaking,  outside  the  field  of  social  wants. 
Education,  public  housinq  and  health  services  are  all  supported  to 
some  extent  by  government  expenditures  and  yet,  they  are  in  part  at 
least,  private  goods  in  that  they  are  potentially  subject  to  the  ex¬ 
clusion  principle. 

Education,  the  classic  example  of  a  merit  want,  can  be 
provided  through  the  market,  and  in  some  cases  still  is.  How, 
therefore,  are  we  able  to  justify  government  intervention  in  the 
market? 

The  answer  to  the  above  question,  lies  in  a  phenomenon 
economists  have  chosen  to  label  ’externalities'.  Highways ,  edu¬ 
cation  and  health  services  whilst  providing  direct  and  exclusive 
benefits  to  individuals  at  the  same  time  provide  benefits  (and  in 
some  cases  nuisances)  for  society  as  a  whole..  These  extra-indivi¬ 
dual  benefits  are  the  externalities'. 

In  seeking  to  provide  an  example  of  "externalities'  let  us 
reconsider  education."^  On  an  individual  basis  education  provides  the 
individual  with  an  exclusive  service  which  conceivably  will  increase 
his  earning  potential.  There  are,  in  addition,  benefits  that  society 
is  able  to  enjoy,  in  that  it  is  often  suggested  than  an  educated 
populace  provides  faster  economic  growth,  a  higher  standard  of  living 
and  a  more  enlightened  electorate. 

As  the  benefits  accruing  from  the  satisfaction  of  merit 
wants  are  indivisible,  that  is,  individual  benefits  are  indivisible 
from  society  benefits,  then  in  cases  where  optimum  individual  con¬ 
sumption  is  less  than  a  societv's  optimum  consumption,  the  government 


Note  that  education  to  some  extent  involves  joint  consumption. 
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may  legitimately  encourage  the  individual  to  consume  to  the  limit  of 
social  optimality ,  which  will  excede  the  individuals  optimum  consump¬ 
tion.  Under  normal  circumstances  this  will  take  the  form  of  a  direct 
subsidization  of  the  cost  of  the  merit  want. 

We  have,  therefore,  two  clear  cases  where  capitalist  eco¬ 
nomics  indicates  that  taxation  is  justif iable--in  the  case  of  a  social 
want  and  in  the  case  of  a  merit  want. 
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SECTION  II  -  THE  RATIONALE  OF  LOCAL  TAXATION 

The  perogative  to  raise  tax  revenues  is  exercised  by  federal, 
provincial  and  municipal  governments.  In  this  section,  by  adding  to 
the  general  apology  for  taxation  found  in  section  1,  it  is  intended 
to  provide  an  explanation  for  this  multiplicity  of  tax  bodies,  and  in 
doing  so  thereby  provide  a  rationale  of  locals i.e.  municipal  taxation. 

Public  and  Private  Goods 

In  the  short-run,  under  conditions  of  full  employment  there 
is  a  definite  upper  limit  to  the  toal  volume  of  goods  and  services 
that  an  economy  can  produce.  Thus,  any  improvement  in  personal  liv¬ 
ing  standards  must  originate  in  an  improved  allocation  of  potential 
output, rather  than  from  an  absolute  increase  in  the  production  of 
goods  and  services. 

It  was  indicated  in  section  one  that  goods  and  services  can 
either  be  allocated  through  the  market  (private  goods )t  or  by  govern¬ 
ment  decision  (public  goods).  In  order  to  achieve  an  optimum  alloca¬ 
tion,  and  thus  maximize  public  welfare,  it  is  necessary  to  choose  a 
mix  of  public  and  private  goods  in  a.  manner  which  ensures  that,  at 
the  margin,  the  satisfaction  derived  from  a  small  increase/decrease 
in  the  amount  of  the  public  goods  is  equal  to  the  satisfaction  derived 
from  a  small  decrease/increase  in  the  quantity  of  private ’ goods .  Later 
on  in  the  course  we  will  show  that  this  criterion  for  optimality  occurs 
within  the  markets  for  public  and  private  goods  and  not  just  between. 

It  would  be  naive  to  assume  that  such  an  ideal  allocation 
can  ever  be  achieved.  It  is  considered  more  likely ^however ^ that  a 
closer  approximation  to  optimality  will  result  if  public  expenditure 
decisions  are  made  at  the  most  appropriate  level  of  government. 
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Local  Autonomy  and  Fiscal  Responsibility 

Wants  and  needs  vary  between  individuals f and  between  groups 
of  individuals.  In  some  instances  wants  are  nation-wide,  as  is  the 
case  with  National  Defence  or  the  administration  of  justice.  In 
other  cases,  especially  at  a  group  level,  wants  may  not  be  universal 
but  may  vary,  often  on  a  regional  basis.  Where  they  do  vary  on  a 
regional  basis  the  reasons  are  usually  a  result  of  inter-regional 

differences  in  geographic  and  demoqraphic  factors.  Some  areas  for  examole, 
may  suffer  from  problems  of  flooding  and  this  requires  flood  control 
expenditures,  whereas  others  may  have  a  high  concentration  of  young 
people  and  this  requires  higher  education  expenditures. 

It  is  conceivable  that  a  diligent  federal  government  would 
be  able  to  express  and  interpret  the  preferences  of  individual  regions. 

It  is  more  likely,  however,  that  a  sub-ordinate  level  of  government, 
either  municipal  or  provincial,  would  be  more  responsive  and  better 
able  to  interpret  local  preferences  and  thereby  secure  of  more 
efficient  mix  of  public  and  private  goods. 

In  isolation/ local  autonomy  is  insufficient  to  secure  an 
optimal  mix  of  private  and  public  goods.  Optimality  is  only  possible 
when  local  autonomy  is  combined  with  local  fiscal  responsibility. 

This  is  the  case  when  residents  of  a  locality  are  free  to  choose 
their  public  expenditures ,  but  must  finance  public  expenditures  from 
local  tax  revenues.  If  localities  can  consume  public  goods  without 
this  fiscal  constraint,  for  example,  by  shifting  the  costs  to  another 
group  of  tax  payers ,  then  the  mix  they  choose  and  the  mix  of  other 
localities  will  be  sub-optimal. 

The  concept  of  fiscal  responsibility  accords  with  the  bene¬ 
fit  approach  to  taxation,  one  of  the  two  fundamental  approaches  to 
taxation  proposed  by  economists.  The  basic  thesis  of  the  benefit  ap¬ 
proach  is  that  optimality  in  consumption  can  only  be  achieved  if  the 
individual  or  group  receiving  the  benefits  of  public  expenditures  are 
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identified  and  pay  in  accordance  to  the  benefits  they  receive.  The 
alternative,  the  ability-to-pay  approach,  requires  that  an  individual's 
contribution  should  be  based  on  his  ability-to-pay  rather  than  on  the 
benefits  he  receives. 

Both  of  the  theories  suffer  from  perhaps  insurmountable 
theoretical  defects.  Nevertheless  in  practical  terms,  group  expendi- 
tures^e.g.  local  expenditures,  are  usually  paid  for  on  a  benefit 
basis,  with  individuals  within  the  group,  paying  according  to  their 
ability-to-pay . 

To  sum  up  we  have:  local  autonomy  providing  the  wherewithal 
to  make  a  choice  that  more  closely  reflects  local  preferences  and 
fiscal  responsibility  through  local  taxation  providing  the  necessary 
constraint  that  allows  for  an  optimal  outcome  to  the  choice  between 
public  and  private  expenditures. 
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SECTION  III  -  REAL  PROPERTY  TAXATION  AND  THE  SOURCE  OF  LOCAL  FINANCES 

The  primary  purpose  of  taxation  is  to  raise  revenues  to  fund 
government  expenditures,1  Before  revenues  can  be  raised,  however,  the 
government  must  find  a  ’suitable1  unit  to  tax.  In  Canada,  provinces' 
and  municipalities’  powers  to  tax  are  restricted  by  the  constitution. 
Nevertheless  even  given  the  power  to  impose  alternative  methods  of 
taxation, e . g .  on  income  tax  for  municipalities,  it  is  unlikely  that 
municipalities  would  be  able  to  propose  a  tax  that  fits  the  'suitable 
criteria’,  listed  below,  as  adequately  as  the  real  property  tax. 

(1)  It  must,  be  sufficiently  flexible  to  allow  different 
local  authorities  to  impose  different  tax  rates  and  yet  discourage 
shifts  of  resources  from  high  to  low  tax  rates  areas. 

(2)  Changes  in  tax  rates  roust  be  easily  administered  and 
free  of  delay. 

(3)  It  should  provide  a  tax  base  sufficiently  large 
enough  to  fund  local  expenditures. 

(4)  The  tax  should  meet  the  benefits  criteria  of  inter- 
group  liability  i.e.  the  locality  receiving  the  benefits  should  pay 
for  them. 

(5)  Administration  and  compliance  costs  should  be  minimal. 

(6)  The  local  residents  and  their  representatives  should 
be  able  to  determine  the  exact  relationship  between  changes  in  expen¬ 
ditures  and  changes  in  the  tax  rate. 

(7)  The  tax  must  be  acceptable  to  a  majority  of  the 

population . 

The  above  list  is  not  all-inclusive,  if  anything  it  is 
biased  in  favour  of  real  property  taxation.  In  terms  of  what  is  in¬ 
cluded  in  the  list,  real  property  taxation  satisfies  most  of  the 
'suitability  criteria',  namely  points  two,  three,  four,  five  and  six. 


1 


The  other  purposes 


are 


(1)  management  of  the  economy 

(2)  redistribution  of  wealth 
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However ,  some  of  the  criteria  are  more  important  than  the  others  and 
arguments  in  favour  of  real,  property  taxation  rely  heavily  on  the 
fact  that  this  tax  satisfies  points  three  and  four. 

In  present  day  society,  improved  transport  and  communica¬ 
tions,  have  resulted  in  the  obsolescence  of  many  local  political 
alignments.  People  may  now  live  in  one  area,  work  in  another  and 
spend  their  money  in  a  third.  Under  these  circumstances  methods 
of  taxation,  other  than  the  real  property  tax,  may  provide  an  insuffi¬ 
cient  tax  base.  If  we  consider  a  municipal  income  tax,  collected 
from  persons  and  paid  in  the  area  in  which  they  live,  then  the  most 
likely  result  of  this  is  a  more  than  sufficient  tax  base  in  commuter 
areas,  and  an  insufficient  tax  base  in  metropolitan  areas,  which 
usually  have  fewer  people  and  more  buildings.  The  reverse  is  true 
of  a  retail  sales  tax. 

Metropolitan  areas,  with  their  large  downtown  shopping  areas, 
benefit  from  a  sales  tax  whereas  commuter  areas  with  a  smaller  commer¬ 
cial  base  have  difficulty  in  raising  sales  tax  revenues.  This  problem 
may  be  ameliorated  by  the  construction  of  suburban  shopping  areas,  but 
as  long  as  downtown  shopping  practices  persist,  then  the  sales  tax 
will  remain  an  inappropriate  source  of  local  government  revenue. 

In  terms  of  incer-group  tax  liabilies,  point  four,  real 
property  taxation  is  on  the  same  footing  as  a  municipal  income  tax 
but  superior  to  a  retail  sales  tax. 

A  municipal  income  tax  because  it  levies  a  tax  on  persons 
living  within  the  boundaries  of  the  taxing  authority,  cannot  result 
in  tax-burden  being  imposed  on  residents  outside  the  area.  On  the 
other  hand , a  retail  sales  tax  accrues  to  the  municipality  in  which 
the  sales  occur.  Thus  if  Toronto  imposes  a  sales  tax  and  residents 
of  other  communities  choose  to  shop  in  Toronto  the  taxes  they  pay 
support  expenditures  that  are  only  of  benefit  to  residents  of  Toronto. 

Real  property  taxation  not  only  accords  with  the  inter¬ 
group  benefit  principle, but  also  with  intra-group  benefit  principles. 
When  real  property  taxation  was  initially  introduced,  proponents  of 
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the  system  cited  the  fact  that  it  raised  taxes  within  the  municipality 
according  to  the  benefits  received,  as  an  argument  in  its  favour, 
Roads,  sewers  and  other  services  were  of  direct  benefit  to  real  pro¬ 
perty  and  thus  real  property  should  shoulder  the  payment  according  to 
the  benefits  it  received.  Recent  changes  in  the  relative  expenditures 
of  local  government  on  services  that  benefit  property,  and  those  that 
accrue  directly  to  persons,  has  reduced  the  weight  of  this  argument. 

The  largest  share  of  local  taxes  are  now  paid  to  support  education 
expenditures  and  it  is  felt,  in  some  quarters,  that  a  more  rigid  adop¬ 
tion  of  the  benefit  principle  within  local  populations  would  require 
a  movement  away  from  real  property  taxation. 
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PART  II 


SECTION  I  -  REAL  PROPERTY  TAXATION 


Types  of  Taxation 

There  are  two  basic  forms  of  taxation  employed  by  taxing 
authorities:  specific  taxes  and  ad-valorem  taxes. 

A  specific  tax  levies  an  impost  of  a  specified  amount  on 
a  clearly  defined  tax  unit,  the  unit  being  either  a  person,  property, 
asset  or  a  commodity.  Thus  a  $4  per  ton  levy  on  steel  is  a  specific 
tax  ($4)  levied  on  a  clearly  defined  tax  unit--a  ton  of  steel.  Alter¬ 
natively  an  ad  valorem"'-  tax  levies  a  proportionate  tax  on  the  value 
of  the  tax  unit.  Thus  a  10%  tax  on  retail  sales  is  an  ad-volorem  tax 
levied  on  the  value  of  commodities  being  exchanged  rather  than  on  the 
physical  unit. 

Property  Taxes :  An  Ad  Valorem  Tax 

Property  taxes  are  ad  valorem  taxes  levied  on  the  value  of 
real  property.  In  constrast  with  other  ad  valorem  taxes  such  as  retail 
sales  taxes,  real  property  taxes  are  more  difficult  to  administer,  in 
that  it  is  difficult  to  determine  a  realistic  assessment  of  value. 

Sales  taxes,  for  example,  are  levied  at  the  time  of  sale  only,  and  are 
easily  determined  as  the  sale  price  is  an  unambiguous,  objective  measure 
of  the  value  of  the  goods.  In  most  cases  objective  evidence  of  this 
nature  is  not  available  to  the  assessor. 

Definition  of  Value 

In  Ontario  and  in  some  parts  of  the  United  States  the  defini¬ 
tion  of  real  property  values  for  assessment  purposes,  is  defined  as 
being  the  'market  value1  of  the  property.  Judicial  interpretation  of 


"'"Literally  'according  to  value'. 
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this  definition  has  interpreted  it  to  mean  ’the  most  likely  selling 
price'.  For  purposes  of  assessment  neither  the  original  definition 
nor  the  judicial  interpretation  is  sufficiently  precise  as  to  be 
unambiguous . 

The  sale  price  of  a  property  is  not  a  unique  figure  but  a 
function  of  the  type  of  financing  involved  in  the  sale.  Thus  a  house 
which  is  sold  for  cash  is  likely  to  sell  at  a  price  lower  than  if  it 
were  sold  for  part  cash  and  part  mortgage.  To  resolve  this  problem, 
it  is  necessary  to  specify  which  selling  price  we  are  considering  and 
then  to  apply  it  consistently  to  all  assessments.  Market  value  will 
then  become  either  the  'cash  only*  selling  price  or  a  ’typically 
financed*  (say  10%  cash  to  first  mortgage)  selling  price.  Currently 
the  latter  approach  is  favoured,  primarily  because  few  sales  are  made 
on  an  all  cash  basis. 


-14- 


SECTION  II  -  THE  PROBLEMS  OF  PROPERTY  TAXATION 


Real  Property  Tax  and  Equity 

Traditionally  equity  in  taxation  has  come  to  mean  the  'equal 
treatment  of  equals '  that  is ,  equal  taxing  of  individuals  who  have 
either  an  equal  capacity  to  pay  (ability-to-pay  approach)  or  receive 
equal  benefits  from  expenditures  (benefit  approach) .  At  present  intra¬ 
group  equity,  or  the  liability  of  individuals  to  pay  taxes,  is  usually 
calculated  according  to  their  ability-to-pay. 

The  most  widely  accepted  index  of  equality  used  under  the 
ability-to-pay  approach  is  annual  income.'1'  Under  an  income  equity 
index,  equal  treatment  of  equals  requires  that  those  enjoying  similar 
incomes  will  pay  equal  taxes.  In  addition,  the  equal  treatment  of 
equals  implicity  requires  that  there  be  some  form  of  vertical  equity, 
that  is  that  people  with  unequal  incomes  will  be  taxed  unequally.  The 
usual  patterns  of.  'vertical'  equity  (equal  treatment  of  equals  is 
'horizontal'  equity)  are:  progressive  taxation,  where  persons  with 
high  incomes  pay  proportionately  more  of  their  incomes  in  tax,  than 
those  with  lower  incomes;  proportionate  taxation,  that  is  where  all 
incomes  pay  the  same  proportion  of  the  income  in.  tax,  and  regressive 
taxation  where  those  with  lower  incomes  pay  proportionately  more  than 
those  with  higher  incomes.  It  is  generally  accepted  that  this  latter 
form  of  vertical  equity  is  undesirable. 

The  index  of  equity  used  for  real  property  taxation  is  one 
or  other  of  the  measures  of  the  value  of  real  property.  Liability  for 
property  taxation,  strictly  speaking,  will  be  equal  on  properties  of 
equal  value.  In  vertical  equity  terms,  property  tax,  because  it  is 
an  ad  valorem  tax,  will  be  proportionate,  with  the  tax  rate  the  same 
for  every  $1  of  property  value. 

The  real  property  index  of  equality  has  very  few  adherents, 
excepting  those  who  support  the  benefit  approach  and  feel  that  the 
benefits  accrue  in  proportion  to  the  value  of  a  property.  As  a  result 
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Consumption 


and  net  wealth 


are  often  possible 


indices . 
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most  people  have  become  accustomed  to  judging  the  equity  of  property 
taxation  in  terms  of  how  it  accords  with  an  income  index. 

If  we  accept  the  income  index,  then  real  property  taxation 
is  inequitable  where  the  real  property  index  does  not  correspond  to 
the  income  index.  Statistical  evidence  would  in  fact  suggest  that 
property  taxes  tend  to  be  regressive , in  the  sense  that  the  lower 
income  groups  pay  a  higher  proportion  of  their  income  as  property 
taxes  than  the  higher  income  groups.  On  the  other  hand,.  Canadian 
evidence  would  seem  to  indicate  that  lower  income  groups  receive  a 
relatively  greater  share  of  the  benefits  from  local  expenditures 
than  higher  income  groups.  It  is  likely,  however,  that  this  rela- 
tionship  is  merely  concidental  rather  than  an  expression  of  an 
adherence  to  the  benefit  approach  1 
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Real  Property  Taxes:  Incentive  Effects 

Urban  Improvements 

Real  property  taxes  are  commonly  criticized  on  the  grounds 
that  they  tend  to  discourage  home  improvements.  Landlords  and  home- 
owners,  it  is  argued,  consider  that  even  the  most  minor  improvements 
to  property  will  lead  to  an  increase  in  property  taxes.  As  a  result, 
improvements  are  either  delayed  or  abandoned,  which,  in  certain  cir¬ 
cumstances,  has  led  to  whole  areas  of  cities  being  left  in  dilapidated 
conditions.  Chicago,  New  York  and  the  inner  cores  of  many  other 
United  States  cities  are  plagued  with  these  slum  areas,  aptly  named 
urban  blight  areas. 

This  criticism  of  real  property  taxation  does  have  some 
validity.  Real  property  taxes,  because  they  are  a  levy  on  land  and 
improvements ,  do  tend  to  discourage  improvements  of  existing  proper¬ 
ties.  Much  of  the . criticism  is,  however,  based  on  erroneous  infor¬ 
mation.  Urban  blight  is  not  so  much  the  result  of  severe  deficiencies 
in  real  property  taxation,  but  the  result  of  poor  assessment  practices. 
Invariably,  urban  blight  is  the  result  of  existing  properties  being 
undervalued,  and  improvements  being  overvalued  in  relation  to  the 
assessed  value  of  the  property.  A  proper  market  value  assessment  of 
the  property  would  probably  render  the  disincentive  effects  insignifi¬ 
cant  and,  in  the  case  of  urban  blight,  would  go  a  long  way  towards 
encouraging  private  redevelopment. 

Checkerboarding  and  Urban  Sprawl 

A  similar  criticism  to  the  one  above  is  based  upon  the  sup¬ 
posed  faculty  of  property  taxation  to  discourage  intensive  use  of 
urban  land,  thus  encouraging  both  urban  sprawl,  and  land  speculation. 
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Whet  her  in  fact  a  more  intensive  use  of  urban  land  is  more 
desirable  at  this  time  is  a  debatable  point.  Existing  zoning  laws, 
which  limit  the  total  site  coverage  allowed  in  different  areas,  would 
seem  to  suggest  that  even  the  present  system  produces  an  intensity  of 
land  use  that  has  already  reached  the  social  optimum. 

Checkerboarding  is  usually  encountered  on  the  boundaries  of 
urban  areas,  and  involves,  literally,  a  checkerboard  type  of  develop¬ 
ment,  with  some  areas  being  left  as  raw  land  and  others  around  it 
developed.  This  practice  is  a  result  of  land  speculation,  whereby  some 
land-owners  hold  onto  their  land  in  the  hope  of  getting  a  higher  price 
later.  This  forces  developers  to  build  around,  and  then  'jump  over' 
this  site,  thus  further  increasing  urban  sprawl. 

As  with  home  improvement  the  fault  cannot  be  laid  exclusively 
at  the  real  property  tax.  Checkerboarding  is  encouraged  by  assessments 
which  consistently  under-estimate  the  value  of  vacant  landj,  and  thus 
make  it  profitable  for  speculators  to  hold  on  to  their  properties. 

Tax  forms  other  than  a  property  tax, such  as  municipal 
incomes  taxes  or  retail  sales  taxes  will  do  nothing  to  discourage  this 
practice.  In  fact,  the  absence  of  any  form  of  property  taxation  will, 
if  anything,  tend  to  encourage  speculation.  The  real  answer  to  the 
problem  is  to  tcix  vacant  land  at  its  true  market  value,  and  for  this 
purpose  it  does  not  matter  whether  site  value  taxation  (see  this  section) 
or  real  property  taxation  is  used,  the  impact  is  the  same. 

Substitution  effects  and  housing 

In  recent  years  increasing  property  taxation  has  tended  to 
result  in  a  change  in  housing  demand  patterns.  Single-family  resi¬ 
dences  have  become  less  attractive  as  taxes  have  increased,  with  a 
subsequent  shift  to  substitute  modes  of  accommodation.  In  Canada  the 
movement  has  been  from  single-family  residences  to  high-rise  apartments 
and  row-housing,  where  the  absolute  burden  of  taxation  is  lower.  There 
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has  even  been  a  trend  towards  mobile  homes,  which  in  certain  cir¬ 
cumstances  are  not  liable  to  taxation.  The  net  result  has  been 
an  increase  in  the  volume  of  high-rise  and  row-housing  construc¬ 
tion,  and  a  relative  decline  in  the  volume  of  single  family  units. 

Intra-market  substitution  is  not  the  only  possible  effect 
of  real  property  taxes.  It  is  often  suggested  that  real  property 
taxation,  in  addition  to  encouraging  multi-unit  housing  also  tends 
to  discourage  the  total  investment  in  housing,  by  raising  the  price 
of  housing  relative  to  all  other  goods.  On  face  value  this  is 
quite  likely.  However,  in  terms  of  other  possible  tax  bases,  such 
as  a  municipal  income  tax,  whose  effects  are  also  non-neutral,  the 
impact  of  the  real  property  tax  may,  in  fact,  result  in  a  more 
desirable  resource  allocation.  Nevertheless,  given  that  good  accom¬ 
modation  and  home  ownership  as  a  desirable  goal,  there  are  tax 
alternatives  which  will  encourage  home  ownership  but  only  at  the 
expense  of  some  other  commodity.  A  general  sales  tax  is,  for  example, 
one  tax  which  V7i.ll  discriminate  explicitly  against  other  commodities 
and  implicityly  in  favour  of  housing. 

Substitution  Effects  -  Business 

Real  property  taxes  are  thought  to  have  two  important 
impacts  on  the  direction  of  business  investments. 

A.  Location 

The  location  of  economic  activity  is  widely  discussed 
and  argued  about  by  economists.  It  would  seem,  however,  that  there 
is  a  strong  belief  amongst  politicians  in  the  potency  of  taxes  in 
attracting  industry.  Hence  the  number  of  tax  shelters  provided  by 
communities,  particularly  in  the  United  States.  What  empirical  evi¬ 
dence  there  is,  would  seem  to  suggest  that  this  is  the  case,  but  that 
the  effects  are  .limited  to  industry,  rather  than  individuals.  The 
evidence  also  suggests  that  the  tax  incentive  effect  of  a  shelter  is 
limited  to  new,  rather  than  old,  industries. 
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B«  Real  Estate  and  Output: 

It  is  suggested  that  real  property  taxes  will  tend  to 
encourage  investment  in  businesses  which  require  small  investment  in 
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If  this  is  the  case,  then 


manufacturing  and  service  industries  will  be  encouraged  by  property 
taxation, relative  to  such  industries  as  farming  and  railways.  Empi¬ 
rical  evidence  from  the  United  States  does  not  seem  to  bear  this 
position  out.,  but  this  may  -well  be  a  product  of  inefficient  assess¬ 
ment  techniques  which  under-value  farm  land  etc.  rather  than  from 
an  erroneous  interpretation  of  the  reality  of  the  situation. 

The  outline,  given  above,  is  not  an  exhaustive  collection 
of  all  the  possible  effects  of  real  property  taxation,  but  is  a  re¬ 
iteration  of  some  of  the  more  obvious  initial  impacts.  It  is  essen¬ 
tial  to  recognize  that  these  are  only  initial  impacts  and  that,  in 
some  instances,  secondary  effects,  including  those  resulting  from 
tax-shifting  may  modify  the  final  outcome.  Unfortunately  at  this 
stage  in  the  course  the  ability  to  shift  taxes  cannot  be  considered 
other  than  to  state  that  it  does  modify  the  final  outcome  and  that 
the  observations  must  be  treated  with  some  caution/ 


Property  Taxes  and  the  Alternatives 

In  Part  I  Section  II,  there  was  a  discussion  about  why  the 
real  property  tax  was  considered  suitable  for  local  taxation  purposes 
To  provide  an  explanation  we  considered  real  property  taxation  and 
compare  it  with  a  municipal  income  tax  and  a  retail  sales  tax  with 
respect  to  the  two  qualities  of  a  local  property  tax  that  were  con¬ 
sidered  to  be  the  most  important.  These  were  the  incidence  of  the 
tax  burden  and  the  provision  of  a  viable  tax  base. 

In  this  section  we  are  going  to  re-examine  these  two  taxes 
and  others?  albeit  briefly,  to  determine  their  suitability  as  a  sole 
alternative  to  the  real  property  tax. 


“For  those  interested  in  tax-shifting  with  respect  to  rented,  owner- 
occupied  and  business  accommodation.  See  Chapter  9  of  Volume  II  of 
the  ’Smith  Report." 
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Consumption  Taxes 

Consumption ■  or  retail  sales  taxes  are  levied  in  Ontario 
and  other  areas  of  North  America  but  are. in  most  instances,  restricted 
to  raising  revenues  for  provincial  and  federal  governments. 

In  terms  of  an  income  index  of  equity,  a  consumption  tax  is 
slightly  none  equitable  than  a  real  property  tax, but  is  still  badly 
regressive  at  the  lower  end  of  the  income  scale.  This  is  not,  however, 
a  major  shortcoming  as  exemptions  for  basic  items  such  as  food,  cloth¬ 
ing  and  housing  can  correct  any  imbalances  that  make  the  tax  inequitable. 

The  major  short-coming  (for  some  economists)  is  not  the  pro¬ 
blem  of  equity  and  the  ability-to-pay,  but  that  the  consumption  is 
totally  divorced  from  the  benefit  principle.  This  point  of  view  has 
some  validity.  Consumption  taxes  are  certainly  divorced  from  the 
benefit  principle.  However,  in  terms  of  claiming  any  superiority  for 
a  real  property  tax,  this  criticism  is  gradually  losing  weight  as  the 
real  property  tax  moves  further  away  from  the  benefit  principle. 

In  more  practical  terms  the  consumption  tax  has  some  major 
short-comings.  As  has  been  mentioned  previously  the  tax  burden  can 
be  shifted  to  other  areas,  and  in  such  a  way  that  it  will  provide  an 
inadequate  tax  base  for  some  areas.  On  a  more  positive  level,  the 
tax  does  have  some  redeeming  features,  one  of  the  most  important 
being  the  fact  that  it  can  be  collected  easily.  There  is  already  in 
existence  a  mechanism  for  collecting  sales  taxes  and  to  introduce  a 
municipal  sales  tax  would  require  very  little  extra  effort,  less  per¬ 
haps  than  the  effort  required  in  collecting  a  real  property  tax. 

Municipal  Income  Tax 

Of  all  the  proposals  volunteered  by  economists,  the 
municipal  income  tax  is  the  most  attractive.  Rates  can  be  easily 
adjusted  to  provide  both  vertical  and  horizontal  equity,  in  accordance 
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with  the  much  favoured  income  index,  and  once  the  rate  are  established 
the  individual's  liability  is  known.  In  addition,  the  municipal  income 
tax  will  provide,  in  most  instances,  a  tax  base  large  enough  to  support 
local  expenditures,  without  the  possibility  of  shifting  the  tax  burden 
to  another  area. 

On  the  debit  side,  the  major  problem  with  a  municipal  income 
tax  is  accurate  computation  of  the  tax  base  and  the  cost  of  collection. 
Smaller  municipalities . unable  to  afford  expert  staff,  may  find  that 
accurately  estimating  the  total  tax  base  and  thus  the  estimation  of 
appropriate  rates,  may  impose  insurmountable  problems.  A  likely  result 
of  this  being  an  under  estimation  of  the  appropriate  tax  rate,  with  a 


resultant  shortfal 


.n  tax  revenues 


For  small  communities  with 


limited  access  to  the  capital  market,  and  'bridging1  finance,  this  is 
likely  to  be  a  major  difficulty.  In  addition  to  problems  of  computing 
the  tax-base  the  cost  of  collection,  if  collected  independently  of  pro* 
vincial  and  federal  taxes,  is  likely  to  provide  excessive  for  small 
municipalities ,  and  even  for  some  of  the  larger  ones. 


Site  Value  Taxation 


A  variation  on  the  theme  of  property  taxation,  site  value 
taxation,  currently  only  practiced  extensively  in  Australia  and  Mew 
Zealand  is  under  consideration  in  many  countries  including  the  United 

States . 

Site  value  taxation  aims  at  levying  a  tax  only  on  the  land 
component  of  real  estate  and  ignores  any  buildings  or  structures  on 
the  land.  In  its  present  form, it  is  the  modern  equivalent  of  plans 
advocated  more  than  eighty  years  ago  by  Henry  George  with  the  dis¬ 
tinction  that  latter  day  advocates  to  not  consider  such  a  tax  as  the 
only  tax-base,  i.e.  the  tax  is  no  longer  proposed  as  a  single-tax. 

The  site  value  tax  is  not  advanced  by  its  supporters  as  an 
alternative  to  real  property  tax  because  of  administrative  or  equity 
considerations.  Advocates  of  the  tax  stress  that  the  tax  will  result 
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in  more  effective  land  use  and  a  reduction  in  land,  speculation.  Whilst 
this  may  be  the  case. the  site  value  tax  is  not  necessarily  superior 
in  this  respect  to  the  valuation  of  real  estate  at  market  value.  A 
proper  valuation  of  rea  estate  will  probably  result  in  a  similar  en¬ 
couragement  of  improvements  and  reduction  in  speculation  as  landlords 
and  speculators  are  hit  with  a  true  tax  bill. 

The  site  value  tax  has  many  drawbacks,  not  the  least  of  which 
is  the  fact  that  the  impact  is  likely  to  be  regressive  in  terms  of  in¬ 
come  and  assets.  Sites  with  high  coverage  and  thus  high  asset  values 
will  tend  to  be  taxed  proportionately  lower  than  those  with  low  coverage 
such  as  one  storey  shops,  single-family  residences  and  farmland.  Under 
present  circumstances  this  is  likely  to  be  unacceptable. 

Probably  the  most  damninq  criticism ,  however,  is  the  traumatic 
upheaval  likely  if  the  tax  was  introduced.  Present  land  use  patterns 
are  a  result  of  many  years  of  real  property  taxation.  A  change  to 
site  value  taxation  would  encourage  greater  concentration  of  housing, 
commerce  and  industry  and  as  the  change  could  not  take  place  overnight 
would  result  in  inequitable  treatment  for  some  groups  especially  land- 
owners  and  spectacular  profits  for  others. 

Other  Taxes 

There  are  many  other  alternatives  to  property  taxes  including 
capital  gains  tax  on  land  holdings,  betterment  ley,  tax  on  personal 
assets  a  pay-role  tax  etc.  but  apart  from  the  last  two.no  tax  would 
appear  to  provide  a  tax  base  large  enough  to  provide  for  over  seventy 
per-cent  of  municipal  tax  revenues. 

Conclusion 

Few  of  the  possible  alternatives  to  the  real  property  tax  seem 
to  be  viable  on  their  own.  However  a  mix  of  taxes,  say  an  income  tax  and 
a  tax  on  capital  gains,  or  an  income  and  payroll  tax,  may  serve  to  remove 
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some  of  the,  supposed,  inequities  of  the  present  system.  Nevertheless, 
the  very  fact  that  real  property  taxation  has  lasted  so  long,  even  in 
the  face  of  violent  criticism,  is  a  point  that  weighs  heavily  in  its 
favour.  As  is  the  fact  that  better  assessment  will  tend  to  reduce  some 
of  the  more  obvious  inequities. 
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PART  III 


SECTION  I  "  REAL  PROPERTY  TAXATION  IN  ONTARIO 


Ontario:  The  Tax  Burden 

The  real  property  tax  has  been  in  continuous  use  in  Ontario 
for  over  175  years,  but  has  only  been  applied  in  its  present  form,  that 
is,  as  an  advalorem  tax,  since  1904.  As  a  source  of  revenue  the  tax 
provides  in  excess  of  70%  of  total  municipal  revenues  and  is  easily  the 
most  influential  tax  in  determining  the  over-all  burden  of  municipal 
taxation.  For  this  reason  care  must  be  taken  to  see  that  it  is  fairly 
administered . 

In  terms  of  initial  impact  the  major  source  of  local  govern¬ 
ment  expenditures  is  rental  and  owner-occupied  housing.  Data  provided 
by  the  Department  of  Municipal  Affairs  (see  table)  shows  that  owner- 
occupied  and  rental  housing  provides  over  50%  of  total  revenues,  with 
business  providina  just  over  one  third  and  farming  less  than  10%. 

TABLE  I 


Percentaae  Distribution  of  Property  Tax 
by  Source  of  Revenue 


Owner  Occupied  38.5% 
Rental  16.5% 
Business  36.0% 
Farm  9.0% 


100.0% 

In  isolation,  the  initial  impact  figures  are  meaningless, 
in  that  they  reveal  nothing  about  the  possibility  of  tax-shifting  and 
the  incidence  of  discrimination.  Discussion  of  tax-shifting  is  outside 
of  the  scope  of  this  paper,  but  the  incidence  of  discrimination,  a 
highly  contentious  point  at  the  moment  and  likely  to  be  more  so  after 
re-assessment,  falls  within  bounds,  if  only  for  reasons  outlined  above. 
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Under  Ontario  Law ,  real  property  assessment  must  be  at 
market  value.  Any  divergence  from  this  principle,  either  by  valuing 
similar  properties  at  different  values ,  or  consistently  under¬ 
assessing  one  group  of  properties  in  relation  to  another  group,  in¬ 
volves  discrimination.  Unfortunately,  assessment  practices  in  the 
past  in  Ontario  have  been  such  as  to  make  discrimination  a  rule  rather 


than  exception. 

At  the  time  of  the  Smith  Report  only  one  community  in  the 
province,  the  township  of  McCarney  in  Timiskaming  was  valuing  property 
at  one  hundred  per  cent,  or  more,  of  its  market  value.  The  majority 
of  communities  were  acting  in  breach  of  the  lav/  by  seriously  under¬ 
valuing  their  properties,  so  much  so,  in  fact,  that  over  50%  of 
assessments  were  made  at  less  than  50%  of  market  value  (estimated  from 
sales  data).  Serious  as  this  may  seem,  however,  the  effect  of  overall 
under-assessment  is  not  significant  in  terms  of  discriminatory  effects. 
In  fact,  the  only  real  problem  with  overall  under-assessment  is  that 
it  means  that  equalization  of  assessments  for  provincial  subsidy  pur¬ 
pose  is  made  more  difficult. 

Overall  under-assessment  is  neutral  in  its  impact  on  rela¬ 
tive  tax  burdens.  It  is  only  when  the  amount  by  which  properties  are 
under-assessed  differs  between  property  classes  within  communities 
that  it  becomes  discriminatory.  If,  for  example,  assessment  in  Toronto 
resulted  in  commercial  properties  being  valued  at  twenty  per  cent  of 
market  value  and  residential  at  thirty  per  cent,  the  principle  of  equity 
based  on  a  real  estate  value  index  is  violated  and  homeowners  discrimi¬ 
nated  against. 


Market  Value  Assessment:  Impact  on  Ontario 

Discriminatory  practices  in  real  property  taxation  vary 
widely  throughout  Ontario.  Where  discrimination  is  found,  the  most 
likely  causes  are  either  poor  assessment  techniques  or  the  conscious 
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See 


Chapter 


Volume  II,  of  the  ! Smith  Report* 


.  „  26 


26- 


policies  of  municipalities.  In  the  majority  of  cases  discrimination 
is  likely  to  favour  single  family  residences  and  occasionally  commer¬ 
cial  and  industrial  properties.  Multi-residential  units,  in  compari¬ 
son  are  seemingly  universally  discriminated  against.' 

The  adoption  of  market  value  assessment  and  the  ending  of 
discriminatory  practices  is  likely  to  result  in  some  degree  of  re¬ 
alignment  in  the  property  market.  Location  patterns  for  industry; and 
demand  patterns  for  different  forms  of  housina  have  been  determined 
to  some  extent  by  the  existincr  assessment  pattern.  The  super-imposition 
of  a  new  non-discriminatory  assessment  pattern  will  result  in  a  change 
in  the  existing  tax  parameters,  which  in  turn  is  likely  to  result  in 
changing  patterns  of  industrial  location  and  housing  demand. 

Housing 

In  the  absence  of  government  intervention,  the  burden  of  real 
estate  taxes  falling  on  most  single-family  residences  is  likely  to 
increase.  As  a  consequence  of  this  change,  it  is  likely  that  there 
will  be  a  substitution  of  multi-residential  accomodation  for  single¬ 
family  residences, as  high  rises  and  condominiums  become  relatively  less 
expensive  to  run  than  single-family  residences.  Such  a  change  if,  or 
when , affected  will  serve  to  re-inforce  a  trend  already  observable  in 
most  areas  of  Ontario. 

Industry 

Some  changes  in  the  location  of  industry  is  a  possible 
further  consequence  of  the  re-asessment  programme.  Municipalities 
that  have  under-assessed  industrial  properties,  in  effect  providing 
a  tax-shelter,  will  probably  find  that  their  propensity  to  attract 


One  suprising  point  about  real  estate  taxes  is  the  relative  lack  of 
outcry  against  discrimination.  Residents  of  multi-residential  units 
seem  to  be  indifferent  to  the  fact  that  they  are  being  descriminated 
against.  The  most  probable  explanation  for  this  is  that  poor  assess¬ 
ment  practices  make  it  difficult  for  persons  to  discover  the  truth. 
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new  industries  will  be  reduced ,  It  is  doubtful  if  many  industries 
will  be  tempted  to  move  from  tax-shelter  areas,,  since  inertia  factors 
are  of  considerable  importance  in  that  re-location  is  expensive,  par¬ 
ticularly  for  industries  with  large  amounts  of  fixed  physical  capital. 

It  is  extremely  unlikely,,  for  example,  that  a  steel  works  would  try 
to  re-locate. 

Substitution  effects  in  industry  are  also  a  possibility. 

Where  taxes  rise,  industries  will  in  theory,  be  influenced  to  substi¬ 
tute  other  factor  inputs  for  real  property.  However,  evidence  from 
the  United  States,  would  seem  to  suggest  that  substitution  of  other 
factors  for  real  property,  and  changes  in  location,  as  a  result  of 
tax  increases,  are  likely  to  be  marginal.  Very  few  industries  are 
attracted  to  areas  by  the  possibility  of  tax-shelters.  In  addition, 
the  number  of  municipalities  in  Ontario  that  are  at  this  moment  under- 
assessing  industrial  or  commercial  properties,  is  probably  quite  small. 

Farm  Properties  . 

Of  all  the  groups  of  property  owners ,  farmers  have  been  the 
group  which  has  voiced  the  most  opposition  to  real  property  taxation. 
What  evidence  there  is  would  seem  to  suggest  that  in  terms  of  dis¬ 
crimination  the  farmer  has  little  to  complain  about.  Farm  land,  if 
not  the  buildings,  has  been  consistently  under-assessed.  The  problem 
with  farming  is  not,  however,  a  matter  of  discrimination  in  terms  of 
assessment . 

The  major  capital  component  of  farm  enterprises  is  usually 
farmland  and  subject  to  real  property  taxation.  In  comparison,  for 
most  businesses,  real  property  is  only  a  minor  component  of  their 
total  capital  and  the  property  tax  on  capital  proportionally  much 
smaller.  As  a  result,  claim  the  farmers,  real  property  taxes  discrimi¬ 
nate  in  favour  of  businesses  and  against  farming.  This,  however ,  is 
not  the  real  problem  as  businesses  pay  business  taxes  that  farmers  do 
not.  The  basic  rates  of  return  on  capital  employed  are  lower  in  farming 
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than  other  enterprises.  The  result  of  this  low  capital  to  income 
ratio  is  that,  in  terms  of  income  earned,  farmers  taxes  are  regres¬ 
sive.  Changes  in  the  assessment  act  which  allow  for  farm  land  near 
residential  areas  to  be  valued  at  the  price  it  would  fetch  if  used 
for  farming,  rather  than  at  its  true  market  value,  will  no  doubt 
help  to  alleviate  the  burden  for  some  farmers. 

The  impact  of  re-assessment  on  farmland  is  likely  to  result 
in  an  increase  in  the  tax-burden  on  farmers.  However,  judging  by  the 
present  government's  policy  of  paying  rebates  to  farmers,  it  is  likely 
that  any  dis-proportionate  increases  in  farm  taxes  will  be  neutralized 
by  tax  rebates. 

The  real  impact  of  re-assessment  is  likely  to  be  felt  most 
markedly  in  the  field  of  housing.  In  the  short  run,  inertia  factors 
are  likely  to  damp  down  any  violent  changes  in  housing  patterns,  but 
in  the  long  run,  without  government  intervention,  the  trend  will  likely 
be  towards  multi-residential  accommodation. 
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PART  IV 

"AN  INTRODUCTION  TO  ECONOMIC  THEORY  AND  THE  ECONOMIC  PROBLEM. « 

Almost  all  economists,  and  writers  of  economics  textbooks, 
have  their  own  definition  of  that  specialized  field  of  scientific 
investigation  known  as  economics.  (This  is  not  to  say  that  the  two 
groups  are  mutually  exclusive!)  The  definitions  range  from  the  face¬ 
tious,  'what  economists  do',  to  the  more  grandiose  words  of  Alfred 
Marshall,  scion  of  the  marginalist  school,  who  concluded  that  eco¬ 
nomics  was  "the  study  of  mankind  in  the  ordinary  business  of  life." 

It  is  not  the  writers  intention  to  add  to  this  list,  but  merely  to 
suggest  that  economics  is  sufficiently  complex  that  neither  facetious 
nor  facile  definitions  will  suffice. 

Economic  Activity:  Scarcity  and  its  Solutions 

The  purpose  of  economic  activity  is  to  satisfy  human  wants. 
Goods  and  services,  the  tangible  and  intangible  end  products  of  the 
production  process,  only  have  value  insofar  as  they  provide  a  flow  of 
services  which  satisfy  consumer  wants.  However,  at  any  given  time, 
these  wants,  when  aggregated  must  be  regarded  as  limitless  whereas, 
total  productive  capacity,  that  is,  the  supply  of  human,  man-made  and 
natural  resources,  is  strictly  finite.  In  other  words,  resources  are 
scarce  and  insufficient  to  meet  all  wants  to  the  point  of  satiety. 

There  are  two  possible  alternative  solutions  to  the  pro¬ 
blem  of  scarcity.  The  first,  and  least  likely  solution,  requires  that 
technical  capacity,  both  human  and  physical,  increase  sufficiently 
so  as  to  be  able  to  satisfy  all  human  wants  to  the  point  of  satiety. 
For  a  variety  of  reasons  (see  below)  this  highly  desirable  state  of 
affairs  is  not  likely  to  be  an  immediate  solution. 
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The  twentieth  century  has  seen  two  disturbing  inter¬ 
related  demographic  and  economic  trends.  Rapid  growth  in  the 
absolute  size  of  the  world's  population  has  been  coupled  with  a 
gradual  dimunition  of  the  world's  natural  resources.  The  result 
of  these  changes  has  been  an  increase  in  the  total  of  human  wants , 
and  a  reduction  in  the  wherewithal  to  satisfy  them.  The  most 
damaging  trend,  however,  and  the  one  that  has  led  the  more  pessi¬ 
mistic  members  of  the  economics  fraternity  to  state  that  scarcity 
is  inevitable,  is  a  result  of  psychic  rather  than  physical  forces. 
Increases  in  the  output  of  goods  and  services,  far  from  more  closely 
satisfying  human  wants,  have  only  served  to  increase  consumer  expec¬ 
tations  and  generate  further  wants. 

The  alternative  solution  involves  the  acceptance  of  scar¬ 
city  and  working  on  this  basis  developing  a  suitable  mechanism  for 
'rationing'  these  scarce  resources  among  competing  alternative  uses. 
As  you  will  no  doubt  realize  this  is  precisely  the  situation  facing 
all  forms  of  society  today.  Both  Capitalist  and  Communist  states 
are  faced  with  the  problem,  of  what  to  produce,  and  whose  wants  to 
satisfy.  The  difference  between  the  two  economic  systems  is  the 
method  by  which  they  ration  resources. 

The  capitalist  system  is  unplanned  and  decentralized.  A 
determinate  solution  to  the  problem  of  allocating  resources  is 
realized  automatically  through  the  price  mechanism,  and  is  a  result 
of  the  inter-action  of  numerous  individual  consumption  and  produc¬ 
tion  decisions,  decisions  which  in  themselves  are  a  product  of  the 
original  distribution  of  wealth.  Of  course,  no  capitalist  system  is 
entirely  unregulated.  Governments  tax  incomes,  redistribute  wealth 
and  engage  in  community  consumption  decisions.  These  all  have  an 
impact  on  the  final  solution,  but  generally  have  no  effect  on  the 
actual  functioning  of  the  price  mechanism.  In  other  words,  we  may 
change  the  parameters  that  effect  the  decisions  of  individuals  but, 
once  the  decisions  are  made,  the  'unseen  hand'  rolls  on  inexorably 
to  produce  a  final  unambiguous  solution. 
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The  Communist  system  is  usually  planned  and  centralized. 

As  with  the  capitalist  economy  consumption  decisions  are  usually  the 
perogative  of  the  individual,  but  production  decisions  are  made  by  a 
central  agency.  However,  once  production  has  taken  place  and  prices 
have  been  set,  the  market  mechanism  goes  into  operation.  Goods  that 
are  overpriced,  remain  unsold, in  precisely  the  same  way  as  they  would 
in  capitalist  economy.  This  feature  of  Communist  society  has  often 
led  to  pejorative  references  to  the  Communist  economic  system  as 
'state  capitalism'. 

At  this  stage  we  feel  it  advisable  to  include  a  word  of 
warning  about  the  relative  merits  of  the  two  systems.  In  terms  of 
human  welfare  it  is  impossible  to  assert  that  either  system  is  more 
efficient.  Terms  such  as  'optimal  allocation  of  resources'  that 
are  bandied  about  when  people  discuss  the  ' f ree-market '  are  mislead¬ 
ing  in  that  they  are  based  upon  a  specialized  set  of  welfare  assumptions. 

The  Role  and  Scope  of  Economic  Theory 

That  the  market  mechanism  functioned  efficiency  before  the 
advent  of  regression  analysis,  input-output  matrices  and  even  marginal 
analysis ,  may  come  as  something  of  a  surprise  to  some  students  and 
perhaps  even  professors  of  economics.  By  the  same  token,  however, 
the  force  of  gravity  operated  just  as  efficiency  before  Newton's 
proverbial  apple,  and  yet  no-one  would  deny  the  great  advances  in  the 
physical  sciences  made  possible  by  Newton ' s  theory." 

In  the  same  way  that  Newton  created  a  theoretical  construct 
to  explain  the  forces  of  gravity, so  economists  have  endeavoured  to 
study  and  explain  the  process  by  which  scarce  resources  are  or  might 
be  allocated  towards  the  achievement  of  diverse  competing  objectives. 

Economic  theory  is  a  system  of  logical  relations  between 
a  certain  set  of  assumptions  and  the  conclusions  derived  from  them. 

The  propositions  of  the  theory  are  derived  from  the  assumptions  in 


Hjith  apologies  to  Professor  Einstien  who  apparently  proved  that 
gravity  in  a  Newtonian  sense  does  not  exist. 
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exactly  the  same  way  as  theorems  in  geometry  are  derived  from  the 
axioms  of  geometry.  The  difference  between  the  two  is  only  a  matter 
of  degree.  Geometrical  axioms  are  intended  to  have  some  approximate 
relation  to  the  real  space  of  human  experience,  whereas  in  economics 
the  axioms  are  intended  to  have  some  relation  to  the  properties  of 
the  real  economic  world. 

Constructing  a  theory  is  not  merely  an  excercise  in  formal 
logic.  Theories  are  constructed  with  a  definite  aim  in  mind.  They 
provide  an  explanation  for,  and  promote,  the  understanding  of  real 
world  phenomena.^  Without  a  theory  we  are  reduced  to  the  role  of 
mere  observers  of  phenomena,  recording  what  happens  but  not  under¬ 
standing  why? 

Unfortunately,  in  theorizing  and  abstracting  from  reality 
it  is  possible  to  fall  into  the  trap  of  developing  a  logically  con¬ 
sistent  theory  which,  due  to  the  restrictive  nature  of  the  axioms 
is  more  or  less  irrelevant  in  explaining  the  real  world.  This  criti¬ 
cism  is  often  levelled  at  economic  theory  by  laymen  and  even  econo¬ 
mists.  They  see  that  the  real  world  situations  are  extremely  complex, 
the  result  of  numerous  interacting  forces  and  from  this  conclude  that 
the  restrictive  assumptions  (of  which  we  will  learn  more  later  in  the 
course)  produce  a  theory  which  is  too  simplistic.  In  defence  we  would 
state  that  the  complexity  of  the  real  world  is  not  as  difficult  a 
problem  as  these  critics  maintain.  To  take  the  example  of  Newton  once 
again.  Few  people  would  criticize  Newton's  theory  of  gravity  on  the 

grounds  that  bodies  falling  from  rest  in  the  atmosphere  do  not  accelerate 

2 

at  approximately  32  feet  per  second  ,  but  reach  a  terminal  velocity. 

In  order  to  explain  this  we  have  only  to  modify  Newton's  theory  and 


This  does  not  mean  that  the  theory  necessarily  must  have  a  'practical' 
application.  For  example,  some  of  the  more  esoteric  theories  of  pure 
mathematics,  such  as  set  theory,  are  only  useful  in  explaining  sets  and 
provide  no  opportunity  for  application  to  'real'  world  problems. 
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include  air  pressure  as  a  variable,  but  this  does  not  detract  from 
the  value  of  Newton s  s  theory,  Newton  conceived  his  theory  in  terms 
of  a  body  falling  in  a  vacuum,  an  artificially  perfect  condition. 
Similarly  economic  theory  is  conceived  in  terms  of  an  artificially 
perfect  environment,  but,  as  with  the  theory  of  gravity,  it  is  a 
necessary  pre-requisite  to  understanding  what  happens  in  the  real 
world . 

Economics  and  Assessment 

The  assessment  process  is  designed  to  achieve  a  single 
specific  objective :  the  valuation  of  a  given  item  of  real  property. 

As  an  exercise  this  is  basically  a  question  of  interpreting  and 
quantifying  economic  data.  Unfortunately,  for  a  number  of  reasons, 
economics  and  other  social  sciences ,  provide  problems  for  those 
interested  in  quantification.  These  problems  extend  to  those  who 
want  to  estimate  the  probable  market  value  (sale  price)  of  real 
property  1 

The  physical  sciences,  chemistry,  physics  etc.  possess  a 
considerable  advantage  over  the  social  sciences  when  it  comes  to 
quantification.  In  the  physical  sciences  those  wishing  to  determine 
the  answer  to  a  problem,  or  test  the  validity  of  a  particular  theory 
can,  to  a  great  extent,  control  the  enviroment  in  which  their  work 
is  carried  out.  As  a  result,  the  physical  scientist  is  able  to  isolate 
only  those  influences  which  interest  him.1  In  the  social  sciences 
this  does  not  usually  apply. 

As  a  social  scientist,  the  economist  is  usually  unable  to 
control  the  enviroment  within  which  he  is  working.  For  example  an 
economist  who  wishes  to  test  the  relationship  between  interest  rates 
and  the  level  of  investment  cannot  hold  all  other  variables  constant 
while  he  manipulates  the  interest  rate.  Instead  he  must  accept  the 


^T’ne  scientist  can  only  control  his  experiment  to  the  extent  that  his 
equipment  is  capable  of  excluding  influences  which,  for  the  purpose  of 
his  experiment  are  extraneous. 
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fact  that  he  cannot  control  the  other  variables  and  then  wait  for 
time  to  generate  changes  in  the  interest  rate.  From  the  observations 
that  he  makes  he  must  their  remove  the  influences  that  he  is  not  in¬ 
terested  in,  and  thus  isolate  the  relationship  between  interest  rates 
and  investment. 

In  the  case  of  estimating  the  price  of  properties  the 
economist  or  assessor  is  faced  with  problems  similar  to  the  economist 
who  wanted  to  isolate  the  relationship  between  interest  rates  and 
investment.  In  this  case,  the  variables  he  is  interested  in  are  dif¬ 
ferent,  but  the  problem  of  removing  extraneous  influences  are  just 
as  difficult.  Nevertheless,  economists  have  worked  on  this  problem, 
including  members  of  the  Department  of  Municipal  Affairs,  and  are 
making  progress  towards  a  solution. 
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QUESTIONS  : 

Answer  all  four  questions 


1.  "Local  fiscal  responsibility  is  the  application  of  the  benefit 
principle  to  inter-qroup  tax  liability;  a  real  property  tax  is 
the  application  of  this  principle  to  intra-group  liability." 
Explain  this  statement,  and  discuss  whether  or  not  the  real 
property  tax  is  an  approoriate  application  of  the  benefit 
principle . 

2.  On  page  5  of  Volume  II  of  the  'Smith  Report' ,  and  on  page  9  of 
this  lesson,  there  is  a  list  of  suitability  criteria  for  a  lo¬ 
cal  tax.  Explain  these,  and  discuss  whether  or  not  real  pro¬ 
perty  taxation  fulfills  the  separate  criteria. 

3.  Adam  Smith  considered  that  the  only  legitimate  case  for  tax¬ 
ation  was  to  meet  defence  expenditures.  To  what  extent  was 
Smith  correct,  and  under  what  other  circumstances  would  you 
consider  some  form  of  taxation  appropriate. 

4.  "The  economic  problem  is  the  problem  of  scarcity."  Discuss 
this  statement  and  describe  the  possible  solutions. 


READING: 

Required  readings:  (1)  Chapter  1  to  5  in  Liosey  and  Steiner. 

(2)  The  Ontario  Committee  on  Taxation 
(sometimes  know  as  the  'Smith  Report'),  Volume  1,  Chapters  1, 
5,  and  pp .  219-228  of  Chapter  7;  and  Volume  II,  Chapter  9,  10, 
11,  and  19. 


Optional  readings:  R.  C.  Bellan:  "Principles  of  Economics  and 
the  Canadian  Economy."  Chapters  19-20 
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